The essay holds that the country risk premium is the triggering factor of the business cycle in a small, financially open and highly volatile economy like that of Argentina. A rise of the premium determines a capital outflow, an aggregate demand contraction and a recession; a fall of the premium determines a capital inflow, an aggregate demand expansion and a boom. We build a model where country risk plays a central role in macroeconomic equilibrium. We evaluate the empirical relationship between country risk and GDP, consumption, investment, and the current account balance. We compare the country risk model with those of various schools of macroeconomic thought. Main conclusions: 1) The Say's Law doesn't hold in a recession. The world financial community determines the fraction of world income to be spent in the small country and its GDP adjusts passively to that fraction. 2) In the period 1985-1997, Argentine time series show a strong negative correlation between country risk and the above referred to aggregate variables, with causality going from the country risk premium to aggregate variables.
Introduction
I see international finances as a control panel with as many boxes as countries there are in the World. Within each box there are two variables: the rate of return to investment projects in the country and the country risk premium. Each Monday morning, the boards of investment funds and banks meet in New York to balance returns and risks of their portfolios with the assistance of economic and political analysts. The first variable demands little discussion since the rate of return is a long-run phenomenon; in other words, the yield to fixed capital in a country varies slowly according to capital accumulation, progress in education, improvement of institutions and the discovery of natural resources. Board discussions concentrate on the evolution of the second variable. Risk premiums fluctuate largely. Not much in developed and stable countries but certainly a lot in underdeveloped and unstable ones. After scanning the uncertainty horizon of every country the boards take decisions to maximize the value of their world portfolios. In so doing, the macroeconomic fate of most countries is sealed until a new revision takes place. A highly volatile country like Argentina fits properly in this frame.
The country risk premium refers to the cost of macroeconomic or systemic uncertainty. It is the market value of risk associated with a bond that finances capital to be sunk in a country. With perfect foresight or for a perfectly stable country, the premium is null. On the contrary, for a country in the middle of a catastrophe (hyperinflation, banking panic) the premium tends to infinity. The market process determining the premium is complex and changing. We don't know the weight that is attached to every possible source of uncertainty in its formation. To understand what we are saying, compare the Argentine risk premium in the first half of 1982 with that in 1996. In 1982, Argentina was at war with the UK, public spending hovered 50% of GDP, annual inflation amounted to 260%, government was authoritarian, and the economy was largely closed to foreign trade; while in 1996 foreign policy was clearly pro-US, public spending was cut down to 25% of GDP, inflation was negligible, government was democratic, and the economy was relatively open to foreign trade and capital movements. In spite of the great change of scenario, the premium ranged between 1 and 2 points in 1982 and couldn't fall below 7 points in 1996.
The essay holds that fluctuations of the country risk premium trigger the business cycle in a small economy under perfect capital mobility. A premium rise determines a capital outflow, an aggregate demand contraction and a recession, while a premium fall determines a capital inflow, an aggregate demand expansion and a boom. A deeper financial integration in the past two decades may have shortened the lag between the change in the premium and the change in economic activity to a few weeks, intensifying the cycle.
In the first section, we develop a simple model where country risk plays a central role in macroeconomic equilibrium. In the second section, we study the empirical correlation between the Argentine risk premium and GDP, consumption, investment and current account balance. In the third section, we contrast our approach with those of seven schools of macroeconomic thought with an active research agenda. Conclusions follow in the last section.
The first conclusion is theoretical. The Say's Law doesn't hold during a recession, when the economy adjusts to a jump in the country risk premium. A wage deflation or a minimum wage cut would lead to a fall in the price of capital while keeping unemployed labor invariant. Foreign and local investors determine the fraction of world income they want to spend in the country and the country's GDP adjusts passively to that fraction. The second conclusion is empirical. For the period 1985-1997 Argentine time series show strong negative correlation between country risk and GDP, consumption, investment and current account balance. The quality of regressions is very good. (Regression outputs for the period 1993-2006 are reported in Appendix III.) Country risk seems to be the unchallenged cause of the Argentine business cycle.
I. A Simple Model
In Appendix I we have developed a dynamic model for a small open economy subject to perfect capital mobility and country risk. An infinite-lived individual produces, consumes, exports and imports one good. Besides, he imports a capital good which once invested can't be re-exported or consumed at home. So we have two nominal prices in the economy: that of consumption goods (the system numeraire) and that of capital goods, P. According to domestic demand conditions, P could be higher than, equal to or lower than P*, the world price of imported new capital goods. When the economy grows and investment is positive and important, P > P*; when the economy reaches its long-run position and investment equals capital depreciation, P tends to P*; and when the economy falls into recession and investment vanishes, P < P*. Figure 1 shows the optimal capital stock for every country risk premium. The schedule measures the marginal product value of capital. In equilibrium, this variable must equal the rental price of capital. An increase in the premium determines a gradual fall of the optimal capital stock, until reaching its lower long-run level via technical depreciation. The domestic interest rate is taken from the world market and equals the interest yield on, say, the US Treasury bond ( w r ) plus a risk premium Wall Street assigns to the country ( ρ ). For the sake of simplicity, we assume that the individual invests his savings in US bonds while foreign investors take care of physical investment. Hence, the individual earns w r and foreign investors earn the country's rental price of capital,
(where δ is the rate of capital depreciation). We close the model with a further assumption: in the face of a contracting domestic demand the economy is unable to place in foreign markets the whole surplus of production over spending. They explain the way through which changes in the country risk premium affect wealth, consumption, investment and the price of sunken capital. Equation 15 says that wealth is a negative function of the premium. Equation 12 shows the shadow price of savings, which is a negative function of wealth. Equation 13 says that consumption is a negative function of the shadow price of savings. Equation 16 says that the price of invested capital is a negative function of the premium. In brief, an increase in the country risk premium determines a fall in both spending and the price of sunken capital goods.
Macroeconomic Equations
The discussion gets a distinct macroeconomic flavor when we define as absorption (A) the sum of consumption and investment:
Based upon the above referred to behavioral relationships, equation i says that absorption is a negative function of country risk. Equation ii explains that income depends on absorption and the capital stock:
The transformation function H[ • ] indicates the level of output that corresponds to a certain level of absorption, which, in turn, is only determined by the country risk premium. Empirical observation shows that income (or output) moves along the business cycle hand in hand with absorption but at a lower pace. With perfect capital arbitrage between local and international markets, absorption depends on perceptions while income is limited, in the short run, by factor endowments and technology. Therefore, absorption as well as income fall in response to a rise in the country risk premium but absorption falls deeper:
It follows that the current account is a positive function of the country risk premium:
The higher the premium, the larger the current account surplus, and vice versa. Time series for Argentina provide evidence in this respect (Section II). Figure 2 introduces a country-risk vision of macroeconomic equilibrium. Our model does not include a money market. Monetary forces were not an important factor in explaining the Argentine business cycle in the time we study.
1 Before hyperinflation, monetary policy was so active as to lose any lasting impact on macroeconomic equilibrium. Under the dollar standard (convertibility) in the 1990's, it became strictly passive. In the figure absorption and income are functions of the country risk premium. Regarding the absorption curve, our view resembles that of the permanent income hypothesis. The agent forms his expectation of the potential wealth of the country based upon a few facts: size of the country, geographical location, natural resource endowment (climate, coastal extension, water ways) and some key forecasts on technical progress and development of institutions favoring economic efficiency (property rights, free international trade, domestic markets competition). For a premium equal to zero, the agent is thus able to estimate whether the country's potential per capita income corresponds to a rich country, a mid-income country or a poor country. We 1 Necessity forced Keynes to include a money market in The General Theory: 1) In his closed-economy model, the liquidity trap played the same role as the capital account in our open-economy model: a hole that swallows aggregate demand when "fundamental uncertainty" increases. 2) Also, the money market provided Keynes with an interest rate. In our model, the interest rate is imported from world capital markets. 3) While in the classical model (Marshall-Pigou) the interaction between the savings and investment curves threw the interest rate, for Keynes the mechanism that determines the interest rate became complex because he thought savings are endogenous.
may question the accuracy of this kind of evaluation but it wouldn't be wise to question the existence of a process of continual revision of the national potential. It seems obvious that the individual as consumer and investor finds himself in need of an opinion in this respect. Hence, as the premium rises, absorption falls. The rise in the premium causes a reduction in wealth and a fall in consumption; also causes a rise in the gross return demanded from investment and a fall in investment. Assuming constant the basic data of the country, we can define absorption as an inverse function of the country risk premium.
Fluctuations of the country risk premium determine movements along the absorption and income curves. For a given capital stock, a high premium induces a low absorption, a less low income, and a current account surplus; a low premium induces a high absorption, a less high income, and a current account deficit. The bridge between the fluctuations in country risk and the movements of aggregate variables is the flow of international capital. Figure 2 shows the impact of a premium rise. Macroeconomic equilibrium goes immediately from point A, where absorption equals income and current account is balanced, to point B, where absorption falls to the 2 Y level, income falls to the 1 Y level, and the current account shows a surplus. Equilibrium goes then gradually from point B to point C as the capital stock wears away (
); in this process, the income curve moves itself towards the left. At point C, which represents the new long run position, the absorption and income curves cross again though at a higher domestic interest rate, income stops falling, and the current account gets balanced again.
Factor Market Behavior
Figure 3 focus upon the dynamics of factor markets in response to a jump in the country risk premium. Point A stands for the initial long run equilibrium, where absorption and income equals output 0 Y and the current account is balanced. Let's follow now the same analytical sequence as in Figure 2 : the premium rises, absorption falls to a level equivalent to isoquant 2 Y , income falls to the level of isoquant 1 Y (by assumption income falls by less than absorption), and the current account goes into surplus. Equilibrium in production passes at once from point A to point B. Capital and labor compete for producing the lower output. Since the supply of capital is perfectly inelastic and the supply of labor is elastic in relative terms (workers have a positive reservation wage), capital has the ability to move labor out of production in the extent needed to ensure full capital employment. (The rental price of capital may fall to zero if necessary, while the labor wage can't fall below the reservation wage.) There is no way for a worker to land a job. If he offered the same effort in exchange for a lower wage or if the government cut the minimum wage, the rental price of capital would fall again in order to keep unchanged the higher capital-labor ratio achieved at point B. Unemployed labor increases from nothing to the difference between 0 L and 1 L . It looks very much like involuntary unemployment. But at any moment the opportunity cost of time for the unemployed worker equals the reservation wage earned by the employed worker.
In the meantime the market price of sunken capital is lower than the price of imported new capital and no investment takes place. So, technical depreciation steadily reduces the stock of capital. As we said before, the transition from point B to point C is a gradual process. Through this process, the relative scarcity of capital increases, the relative factor price of labor decreases, the capital-labor ratio decreases and output steadily falls to a lower long run level. At point C, the market price of sunken capital comes back to the price of imported new capital goods, the relative factor price of labor stops falling, full employment of labor obtains again, output stabilizes at the level of isoquant 2 Y , and the current account surplus vanishes. 
L
In a nutshell, under country risk the ability of the economy to recover full employment would be an independent phenomenon of the will to work of the unemployed worker or the legal wage flexibility. In the transition from a long-run point characterized by a high capital stock to a long-run point characterized by a low capital stock, the Say's Law wouldn't hold. Since absorption is determined by country risk, the fall in output is a fact. Why should the individual consume more when the high premium erases part of his wealth? Why should the individual invest more when the high premium points to a lower-optimal capital stock? In other words, being the country just a box in the control panel of world finances, foreign and local investors make a decision on the fraction of world income they like to spend in the country and the country's GDP adjusts passively to that fraction.
Besides a large scale economic depression, the very high Argentine risk premium of the 1980's knocked factor markets in a way that resembles the above description. The economy 2 Look now at the labor-market adjustment process from a partial equilibrium standpoint. Assume an upward sloping supply curve of labor. The lower wage corresponding to the final long-run equilibrium will determine in this setting a level of employment lower than 0 L and a final output lower than 2 Y . Point C will thus move to the left. Yet I prefer not to alter Figure 3 . The reservation wage (or the position of the labor supply curve) should depend on the economic possibilities open to the worker. If it makes sense to assume that the Chinese reservation wage is lower than the American counterpart, the same should apply to the reservation wage at point C as compared with that at point A. In such a case, point C should stay undisturbed.
shrank. Wages fell sharply and the market price of sunken capital underwent a great loss. Unemployed workers became public employees, taxi drivers or small shop keepers. And as time went on, factories became rusty and buildings were made their homes by intruders. To the best of my knowledge, there are not available statistics to estimate the time path of the relative factor price and the capital-labor ratio.
II. The Empirical Evidence
The high-risk Argentina of the 1980s gave birth to a new macroeconomic relationship. Instead of the Phillips curve which points to a negative correlation between the inflation rate and the rate of unemployment, the new curve emphasizes a negative correlation between the country risk premium and the economic activity level. The new curve should be named after Keynes since it fits nicely in the relationship between the "state of confidence" and the activity level that Keynes often mentioned in The General Theory (Ávila 1997 ). The next figure shows the new relationship for the period 1985 IV -1997 IV. On the horizontal axis, we measure GDP; on the vertical axis, the country risk premium. Now we present the econometric output for the estimated equations: LGDP is log of GDP. LARP is log of Argentine risk premium for the current quarter. LARP(-4) is log of Argentine risk premium for the same quarter of the previous year. LCON is log of consumption. LINV is log of investment. TREND represents a trend variable to account for demographic growth and technical progress. SCA represents the current account as a share of GDP while ARP is the Argentine risk premium measured in percentage points.
Argentine risk premium data come from own calculations (1985 IV -1992 IV) and from J. P. Morgan data bank (1993 ( I -1997 . National accounts data come from official sources. We have used series at 1986 prices (Appendix II).
Main observations of the econometric analysis 1. As an explanatory variable of GDP, consumption or investment, the sign of the coefficient of the country risk premium is negative and statistically significant in all cases, whether the premium is a contemporaneous or a lagged variable.
2. The country-risk elasticity is important. A 20% premium rise (e.g. from 5 to 6 percentage points per year) determines a 1.8% contraction of current quarterly GDP (20% times 0.09), while consumption and investment fall 2.2% and 4.4% each.
3. When the rise in the premium spans for 4 consecutive quarters, quarterly GDP contraction increases to 3.8%, while the fall in consumption and investment increase to 4.0% and 10.2% each.
4. As an explanatory variable of SCA, the sign of the coefficient of the country risk premium is positive and statistically significant. On average, when Argentine risk premium increases by one percentage point SCA rises by half a percentage point of GDP. No serial correlation problems.
5. The quality of regressions is quite good. Basically one variable, the country risk premium, is enough to explain around 90% of the volatility of GDP, consumption, investment and current account balance. We haven't found problems of serial correlation in the estimation of the GDP equation. Regarding the estimations of the consumption and investment equations, we have added an AR(1) variable; the substitution of the dependent variable lagged one quarter for the AR(1) variable yields similar results.
6. Granger's causality tests yield very definite results. The likelihood of country risk premium being the cause of GDP is definitely higher than the likelihood of GDP being the cause of country risk premium, for lags of 1, 2, 3, 4, 5, and 6 quarters. The results of the test are the same for consumption and overwhelmingly so for investment and the current account balance.
7. The responsiveness of aggregate variables to country risk premium fluctuations diminishes when we take into account pre-1985 data. Responsiveness seems to be the highest since the hyperinflation event (1989) (1990) , moderate during the Plan Austral (1985) (1986) (1987) and nonexistent before the Plan Austral (June 1985) . Three reasons may explain this observation: a) before 1985 public spending as percentage of GDP was larger; this fact may have contributed to a more stable aggregate demand; b) international financial arbitrage had not reached the rapidity it would reach later on; this fact may have contributed to a more effective monetary policy; c) the Argentine macroeconomic record was still not as traumatic as it would become after the hyperinflation episode; this fact may have contributed to a less attentive follow up of Argentine financial affairs.
8. Regression results should improve if we correct aggregate variables for seasonality and use the Argentine dollar long-term interest rate instead of the Argentine risk premium. We decided no to do so since correcting for seasonality may yield an unreliable outcome when applied to the highly volatile Argentine macroeconomic time series, and because we wanted to show the raw explanatory power of the country risk premium alone.
9. Regression outputs are based on national accounts computed at 1986 prices. Around 1999 the Government released a set of national accounts computed at 1993 prices. The change in the price structure between 1986 and 1993 was sizable. The drop in the real exchange rate reached 62%! Hence, the weight of the manufacturing and investment sectors in GDP was larger in 1986 than in 1993. Since these sectors are much more responsive to credit conditions than the service sector, it shouldn't be a surprise that regression outputs coming from the old national accounts are more responsive to country risk fluctuations than those coming from the new national accounts. (See regression outputs for the period 1993 I -2006 IV in Appendix III.)
III. The Country Risk Approach and the Main Schools of Macroeconomic Thought
According to Phelps (1992) , there are seven schools of macroeconomic thought with an active research agenda: Keynes and the Keynesians, Friedman and the Monetarists, Real Business Cycle, Rational Expectations, Supply Side Economics, Neo Keynesians, and Structuralists. He groups them in view of their adherence to a couple of hypotheses: rational expectations and price and wage flexibility. Based on this criterion, Phelps argues that the first two schools are neighbors since the Keynesians and the Monetarists build on the hypotheses of non rational expectations and full price flexibility. The schools of Rational Expectations, Real Cycle and Supply Side share those two fundamental assumptions but stand apart because of differences regarding secondary issues or the types of problems they try to explain. The Neo-Keynesian school accepts the rational expectation hypothesis and rejects the price flexibility assumption; for their members the existence of overlapping contracts, which prevent the price level from adjusting to monetary shocks in the short run, is an important feature of reality consistent with the rationality hypothesis. In turn, the Structural school denies both hypotheses. As regards style, our model resembles that of the Real Business Cycle. It is not monetary, assumes rational expectations and full wage flexibility. The difference lies in the nature of the shock that triggers the cycle. While for the Rational Expectations school the triggering factor is a monetary shock and the propagation mechanism, an asymmetry of information, and while for the Real-Cycle school the triggering factor is a technological or labor supply shock and the propagation mechanism lies in the cost of adjustment, in our approach the triggering factor is a change in the country risk premium. In this respect, our approach comes closer to the thought of Keynes and the Keynesians who believe that "fundamental uncertainty" is the key factor in the business cycle. Another similarity between our approach and the latter is the lack of a specific propagation mechanism. In turn, the Neo-Keynesians are eclectic on the origin of the cycle; in their view the triggering factor could be monetary, non-monetary or fundamental; after all, the Tobin's Q, a variable that captures the state of expectations on the future returns on capital, is one of their main contributions to the study of the cycle.
A rather important difference between our approach and the Keynesian school lies in the way uncertainty hits capital markets. For the Keynesians, and for Keynes himself, uncertainty shifts the investment demand curve towards the origin. While for us the country risk premium works as a tax. On a fixed investment demand curve, the premium opens a wedge between the gross yield on marginal capital and the international interest rate which leads to lower capital accumulation. In brief, while for the Keynesians the economy goes into recession or recovery depending on whether the investment demand curve shifts to the left or to the right, for us recessions and recoveries depend on the country risk premium going up or down.
IV. Concluding Remarks
The essay arrives at two results. First, the Say's Law doesn't hold when the economy adjusts itself to a jump in country risk. Labor employment shrinks. No matter how flexible wages are, the full price flexibility of sunken capital would move labor out of production. Once the capital stock has been reduced by technical depreciation to its lower long-run level, the market price of sunken capital returns to the price of new capital goods and labor recovers full employment. Since the country is a box in the control panel of world finances, foreign and national investors determine the fraction of world income they want to spend in the country and the country's GDP adjusts passively to that fraction.
Second, the fundamental determinant of the Argentine business cycle in the period 1985-1997 is the country risk premium. The volatility of the premium is able to explain around 90% of the volatility of aggregate variables such as GDP, consumption, investment and the current account balance, without first-order serial correlation problems. The statistical evidence shows that causality goes from the premium to the aggregate variables. Furthermore, the premiumelasticity of the aggregate variables is important and statistically significant. A premium rise from 5 percentage points to 6 p.p. lasting four quarters leads on average to a GDP fall of 3.8%, a consumption fall of 4%, an investment fall of 10.2%, and a current account improvement of 0.5 percentage points of GDP.
Our model shares many features with the Real Business Cycle model. There is full price and wage flexibility, no money, and expectations are rational. But our model has in common a key feature with the model of Keynes and the Keynesians: the triggering factor of the cycle is the country risk premium, a very Latin American expression for the Keynesian "fundamental uncertainty".
Appendix I: Dynamic Model with Country Risk
Each member of the family contributes with capital and labor to the firm (the economy). He is paid the country's rental price of capital for capital services, and the wage rate for labor services. The next equation represents the firm's benefits:
Where L stands for the size of the family, π for per capita benefits and ( ) k f for per capita output. First order conditions for maximizing benefits are:
According to equations 2 and 3, benefits are maximized when the marginal product of capital equals the country's rental price of capital and the excess of output over the rental price of capital equals the wage. To investigate the dynamic optimization process we need an equation for the current account or the rate of accumulation of US bonds (Barro and Sala-i-Martin 1995, III) . 
), the country's capital stock changes gradually according to the difference between gross investment and capital depreciation.
7)
Now we present the current value Hamiltonian for the country's optimization problem:
Where λ stands for the shadow price of marginal savings, and µ stands for the shadow price of installed marginal capital. These are the first order conditions: The sign of the relationship between the country risk premium and investment is given by equation 2. If the premium goes up, the marginal yield on capital must also go up. This implies a lower optimal capital stock and, of course, a lower investment. By considering the relative shadow price of investment we reach the same conclusion. says that the extra value of installed capital must equal the present value of the difference between the marginal return to capital and the rental price of the factor. Then, θ is the valuation of the service of installing capital. Every time the shadow price is positive, the country invests; every time it is negative, investment vanishes and the capital stock starts to decrease at the δ rate. In the long run, for any level of the country risk premium, the shadow price of capital tends to zero and investment is equal to capital depreciation. (In this model there are not technical progress and population growth.)
In Figure 2 , ' γ is the marginal cost of setting up capital and i is the investment rate. A fall in the country risk premium increases the shadow price of investment and makes its 0 t ) (t c volume rise. The optimal rate of capital installation is finite. The capital stock and income rise gradually. On the other hand, a premium rise determines a gradual reduction of the capital stock. This time, nevertheless, the explanation of the gradual process is not the adjustment costs but technical depreciation. The results of the Granger causality tests are not here as strong as those we have examined in Section I. In brief, we can say that the Argentine risk premium causes, with a delay of one quarter, GDP, consumption, investment and the current account balance. For 2, 3, 4, 5 and 6 lags, results are not statistically significant.
